DOCUMENT RESUME 



ED 453 310 



UD 034 176 



AUTHOR 

TITLE 

INSTITUTION 
PUB DATE 
NOTE 

AVAILABLE FROM 



PUB TYPE 

EDRS PRICE 
DESCRIPTORS 



IDENTIFIERS 



Olsen, Darcy Ann; Lips, Carrie; Lips, Dan 

Fiscal Analysis of a $500 Federal Education Tax Credit To 
Help Millions, Save Billions. Policy Analysis No. 398. 

Cato Inst., Washington, DC. 

2001-05-01 

20p . 

Cato Institute, 1000 Massachusetts Avenue, N.W. , Washington, 
DC 20001 ($6). Tel: 800-767-1241 (Toll Free); Fax: 

202-842-3490; Web site: http://www.cato.org. 
Numerical/Quantitative Data (110) -- Reports - Descriptive 

(141) 

MF01/PC01 Plus Postage. 

♦Educational Finance; Elementary Secondary Education; 

Federal Government; Low Income Groups; Private Schools; 
Scholarships; *School Choice; State Government; *Tax Credits 
♦Income Taxes 



ABSTRACT 



This analysis discusses a proposed education tax credit that 
includes: a parental choice credit, where parents receive dollar- for-dollar 
reduction in income tax liability up to $500 per child for tuition costs, and 
a scholarship credit, which raises funds for low- income children by allowing 
dollar- for-dollar reduction in income taxes up to $500 for donations to a 
nonprofit scholarship. This analysis assumes that every dollar spent on the 
tax credit results in a revenue loss to the federal government totaling $9.2 
billion. At the state level, the tax credit would create tremendous savings. 
By reducing private school costs, the credit would encourage parents to 
transfer their children into private schools, meaning that state governments 
would have fewer pupils to educate and could reduce expenditures. The parent 
choice component could help 330,000 new students attend private schools and 
make private schooling more affordable for millions of families already using 
private schools. The scholarship component could raise enough money to give 3 
million students scholarships. If 2 million of those scholarships were used 
for moving into private schools, taxpayers would save $12 billion. The tax 
credit could enable 2.3 million new students to attend schools of their 
choice, saving $14 billion across the states. (SM) 



Reproductions supplied by EDRS are the best that can be made 
from the original document. 



UD034176 



O 

CO 



CO 



Q 



m 



FISCAL ANALYSIS OF A $500 FEDERAL EDUCATION TAX CREDIT TO 

HELP MILLIONS, SAVE BILLIONS 
by Darcy Ann Olsen, Carrie Lips, and Dan Lips 

Policy Analysis No. 398 
May 1, 2001 

CATO Institute 



U S. DEPARTMENT OF EDUCATION 
Office of Educational Research and Improvement 
EDUCATIONAL RESOURCES INFORMATION 
CENTER (ERIC) 

□ This document has been reproduced as 
received from the person or organization 
ydriginating it. 



(U Minor changes have been made to 
improve reproduction quality. 



• Points of view or opinions stated in this 
document do not necessarily represent 
official OERI position or policy. 



PERMISSION TO REPRODUCE AND 
DISSEMINATE THIS MATERIAL HAS 
BEEN GRANTED BY 




(sT- 'Xj 'jlot' 

Cato 

TO THE EDUCATIONAL RESOURCES 
INFORMATION CENTER (ERIC) 



BEST COPY AVAILABLE 




Fiscal Analysis of a $500 Federal Education 
Tax Credit to Help Millions, Save Billions 

by Darcy Ann Olsen, Carrie Lips, and Dan Lips 



Executive Summary 



On January 20, 2001, President George W. 
Bush entered office committed to two main goals: 
first, creating an education system that “leaves no 
child behind" and, second, providing tax relief. By 
adopting an education tax credit, the new presi- 
dent could take a significant step toward accom- 
plishing both of those important goals. 

The education tax credit under consideration 
here has two components. The first is a parental 
choice credit, under which any parent could 
receive a dollar-for-dollar reduction in income-tax 
liability of up to $500 per child for money spent 
on tuition. The second is a scholarship credit, 
which would raise funds for children in low- 
income families. Under the scholarship program, 
any individual could receive a dollar-for-dollar 
reduction in income-tax liability of up to $500 for 
donations to a nonprofit scholarship clearing- 
house, which would pair the money with needy 
children, much as a highly successful program of 
this kind does in Arizona, 

In this analysis, we assume that every dollar spent 
on the tax credit would result in a direct revenue loss 
to the federal government, for a total cost of $9.2 bil- 
lion. At the state level, however, use of the tax credit 
results in tremendous savings. By reducing the cost 



of private schooling, the credit would encourage 
some parents to transfer their children from public 
to private schools. As students transfer, state gov- 
ernments have fewer pupils to educate and can 
reduce expenditures accordingly. 

The parental choice component of the credit 
could help approximately 330,000 new students 
attend a school of their parents' choice, in addition 
to making private schooling more affordable for 
the millions of families with students currently 
enrolled in private schools. We project an estimat- 
ed savings across the states of $2 billion, with sig- 
nificant variation by state. Savings to taxpayers in 
states such as California would be an estimated 
$250 million; in states like New Mexico, an esti- 
mated $8 million. We also find that the credit's 
scholarship component could raise enough money 
to give nearly 3 million students scholarships 
worth $2,000 apiece. If 2 million of those scholar- 
ships were used to move low income students from 
public to private schools, taxpayers would reap $ 12 
billion in savings. Taking both components 
together, the parental choice and scholarship cred- 
its would enable roughly 2.3 million new students 
to attend a school of their parents' choice at a sav- 
ings across the states of $ 14 billion. 



Darcy Ann Olsen is director of education and child policy at the Cato Institute; Carrie Lips , a former policy analyst 
at the Cato Institute , is pursuing a master's degree in public policy at the John F. Kennedy School of Government at 
Harvard University; Dan Lips is education research assistant at the Cato Institute. 
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By effectively 
reducing the cost 
of private school- 
ing, the credit 
would encourage 
some parents to 
transfer their 
children from 
public to private 
schools. 



Introduction 

Looked at from any number of perspectives, 
it is clear that America's system of K-12 school- 
ing is leaving many children behind Twenty- 
five percent of U.S. students haven't graduated 
from high school by age 18, and the nation's 
high-school seniors score below teenagers in 
almost every other developed country on math- 
ematics and science tests. 1 Since the 1970s, per 
pupil expenditures have doubled, class sizes 
have shrunk, and teachers' salaries have grown. 
Despite those spending infusions and count- 
less other reforms, student achievement has 
stagnated and even declined. 2 

Americans are increasingly dissatisfied with 
the quality of public schools, and most think 
private schools offer a better education than do 
public schools. 3 Concomitant with those senti- 
ments is a growing belief that parents should 
have more control over the selection of their 
children's schools. A recent CNN/USA Today/ 
Gallup poll found that 54 percent of Americans 
support policies that provide parents with a 
greater choice of schools. 4 

There is good reason to believe parents 
should have more control over their children's 
education: more than a dozen studies have 
found that school choice programs increase 
parental involvement and have a positive 
impact on student achievement. 5 And more 
than half of parents say that, if cost were not 
an issue, they would prefer to send their chil- 
dren to a private or parochial school. 6 

Policymakers attempting to satisfy 
parental demand for choice are increasingly 
considering using education tax credits. 
Among other benefits, education tax credits 
reduce the cost associated with choosing 
independent and parochial schools and 
thereby enlarge the pool of schools available 
to parents. 7 Education tax credits or deduc- 
tions exist in 4 states, and at least 7 state leg- 
islatures considered adopting education tax 
credits in 200 1 8 

For the purpose of this analysis, we 
assume that every dollar spent on the tax 
credit results in a direct revenue loss to the 



federal government, for a total cost of .$9.2 
billion. 9 At the state level, however, use of the 
tax credit results in revenue savings. 10 By 
reducing the cost of private schooling, the 
education tax credit would encourage some 
parents to transfer their children from public 
to private schools. As students transfer to pri- 
vate schools, the government has fewer 
pupils to educate and can reduce education 
expenditures accordingly. 

The parental choice component of the 
credit could help approximately 330,000 new 
students attend a school of their parents' 
choice, in addition to making private school- 
ing more affordable for the families of the 
more than 5 million students currently 
enrolled in private schools. 11 We project an 
estimated savings across the states of $2 bil- 
lion, with significant variation by state. 
Savings to taxpayers in states such as 
California would be an estimated $250 mil- 
lion; in states like New Mexico, an estimated 
$8 million. We also find that the credit's 
scholarship component could raise enough 
money to give nearly 3 million students 
scholarships worth $2,000 apiece. If 1 million 
of those scholarships assisted low-income 
children who are currently enrolled in private 
schools, there would still be enough revenue 
to help nearly 2 million additional children. 
Under this scenario, as nearly 2 million new 
students moved from public schools to pri- 
vate schools, taxpayers would reap $12 bil- 
lion in savings. All together, the parental 
choice and scholarship credits would enable 
roughly 2.3 million new students to attend a 
school of their parents' choice at a savings to 
taxpayers of $14 billion. 

The Proposal 

The proposal under consideration is a 
$500, nonrefundable education credit 
against the federal income tax. This credit 
has two components. The first piece is a 
parental choice credit, under which any par- 
ent could receive a dollar-for-dollar reduction 
in income-tax liability of up to $500 per child 




2 ' 



for money spent on tuition at a nonpublic 
school. The tax credit would provide a direct 
reduction of an individual's tax liability. For 
example, let's say that Chris owes $1,000 in 
federal income tax. Because he sends one of 
his children to a private school, Chris is eligi- 
ble for the $500 parental choice credit. He 
subtracts the $500 tax credit from the $1,000 
tax liability and now owes $500 in federal 
income tax. 

The second component is a scholarship 
credit, which would raise scholarship funds 
for children in families with little or no 
income-tax liability. Under the scholarship 
program, any individual taxpayer 12 could 
receive a dollar-for-dollar reduction in 
income-tax liability of up to $500 per taxpay- 
er for donations to a scholarship clearing- 
house. 13 The scholarship organizations 
would then pair scholarships with needy chil- 
dren, thereby enabling families with no 
income-tax liability to choose alternative 
schools for their children. A similar scholar- 
ship tax credit in Arizona led to the creation 
of an estimated 35 scholarship clearinghous- 
es and raised almost $14 million for scholar- 
ships in just one year. 14 Our analysis assumes 
that, like the Arizona model, the scholarship 
organizations are nonprofit, under sec. 
501(c)3 of the Internal Revenue Service Code, 
and distribute 90 percent of their revenue as 
scholarships. 15 

If taxpayers spent money on tuition for 
their own children and also donated money 
to an education scholarship fund, they could 
claim both components of the tax credit as 
long as the combined amount did not exceed 
their tax liability. Likewise, a parent might be 
able to use the parental choice credit and still 
be a scholarship recipient, depending on 
scholarship eligibility requirements. 16 

As a practical matter, implementing the 
tax credit would require the establishment of 
various administrative procedures. Such pro- 
cedures could include the following: (1) mod- 
ify individual tax forms to provide a conve- 
nientway for taxpayers to claim the credit, (2) 
provide for a standard receipt, showing 
tuition payments, to be issued to parents by 



schools, thereby allowing parents to claim 
the proper credit, (3) provide for a standard 
receipt to be issued by scholarship organiza- 
tions to donors, thereby allowing donors to 
claim the proper credit. 

Judging by Arizona's experience with its 
tax credit, administering the credit should be 
fairly simple. Arizona law is silent on most 
administrative issues beyond the require- 
ment that 90 percent of donations be distrib- 
uted as scholarships. However, since the 
scholarship organizations are nonprofit, 
501(c)3 organizations, they follow some 
standard procedures. According to Arizona's 
oldest scholarship organization, the Arizona 
School Choice Trust, once ASCT receives a 
contribution, the trust issues a receipt to the 
donor and informs him of the availability of 
the tax credit. To make sure the money is 
used to fund scholarships and that the trust 
can prove that to potential auditors, ASCT 
asks schools to certify attendance and tuition 
payments. ASCT also requires parents to sign 
a document stating that the scholarship will 
be used for a private K-12 school. 17 

Projecting the Impact of the 
Tax Credit 

Variables 

The projected impact of the universal edu- 
cation tax credit on federal and state budgets 
hinges on several important variables. The 
two most important are the rate at which tax- 
payers will use the credit and the attendant 
increase in demand for private schooling as 
the costs associated with choosing alterna- 
tive schools decline. 

For the purpose of this analysis, we 
assume that every dollar spent on the tax 
credit results in a direct revenue loss to the 
federal government. At the state level, however, 
use of the tax credit results in revenue savings. 
By reducing the cost of private schooling, the 
education tax credit would encourage some 
parents to transfer their children from public 
to private schools. As students transfer to pri- 
vate schools, the government has fewer 
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Depending on the 
price elasticity 
assumption, the 
number of new 
students seeking 
private education 
as a result of the 
parental choice 
credit would be 
between 263,767 
and 409,534, or an 
increase in total 
demand for pri- 
vate schooling of 
between 5.2 and 
8.1 percent. 



pupils to educate and can reduce education 
expenditures accordingly, saving taxpayers 
money. For instance, if a dozen students 
transfer to a private school, that's 12 stu- 
dents for whom the state no longer has to 
pay education costs. We assume accordingly 
that every student who transfers from a pub- 
lic to a private school saves the state the 
money that would otherwise have been spent 
on that child. 18 That money can be reinvest- 
ed in education services or returned directly 
to taxpayers. 

To calculate the extent of those savings, it 
is necessary to estimate the change in 
demand for private school that would result 
from the decrease in the cost of private edu- 
cation. Economists define this relationship 
as the price elasticity of demand. A careful 
review of economic literature suggests the 
best estimate of the price elasticity of 
demand for private schools is -.48. 19 This 
means that if the price of private school were 
reduced by 10 percent, the demand for pri- 
vate school would increase by 4.8 percent. 

The impact of the education tax credit 
also depends on tuition costs. Unfortunately 
the most recent data available on tuition 
costs at private schools nationwide is for the 
1993-94 school year. At that time, average 
per pupil state expenditure was $5,327 and- 
the average tuition for private schools was 
$3,1 16. 20 To estimate current tuition costs, 
we use the relationship between the average 
per pupil state expenditure in public schools 
and the average tuition for private schools 
and assume costs have increased at the same 
rate. Therefore, we estimate that the average 
cost of tuition in each state is 58.5 percent of 
that state's per pupil spending. 

Along with estimating the likely increase in 
demand for private schooling, it is necessary 
to consider the availability of spaces in private 
school classrooms. In the first few years of the 
program, there could be a shortage of space in 
private schools, as it takes time for education 
providers to increase space, hire more teachers, 
and acquire the supplies needed to meet a sig- 
nificant increase in demand. However, private 
school capacity would expand to meet 



increased demand over time. 21 Given the 
potential lag in supply, estimates about the 
number of students switching from public to 
private school in the first years of the program 
may be high. 

Impact of the Parental Choice Credit 

To conservatively estimate the fiscal 
impact of the parental choice credit on feder- 
al and state budgets, we assume that any tax- 
payer who currently has a child enrolled in a 
private school will use the $500 parental 
choice credit. 22 We then use the price elastici- 
ty of demand of -.48 to estimate the number 
of new families likely to use the credit. The 
total number of families using the credit 
determines the fiscal impact on the federal 
and state governments. 

Table 1 shows the projected fiscal impact 
of the parental choice credit by state. 
Estimated savings to taxpayers vary signifi- 
cantly, depending on a range of factors 
including current demand for private school- 
ing, the amount by which the credit reduces 
the cost of private schooling, and the state's 
per pupil expenditures. 

We find that savings are greatest in states 
with large urban areas where demand for pri- 
vate schooling tends to be greater than the 
national average and in states where the gov- 
ernment's per pupil expenditures are greater 
than the national average. Consider New 
York, for instance, where 14 percent of stu- 
dents are in private schools compared to the 
national average of 9.9 percent and per pupil 
spending is $8,852 compared to the national 
average of $6, 189. 23 We estimate that the 
$500 parental choice credit would increase 
demand for private schooling by 4.6 percent, 
which means an estimated 21,668 students 
would transfer to private schools at a savings 
to New York taxpayers of $192 million. 

Savings are less, though still significant, in 
states where demand for private schooling is 
lower than the national average and in states 
where the government's per pupil expendi- 
tures are less than the national average. Take 
Utah, which has the lowest percentage of stu- 
dents (2.6 percent) enrolled in private schools 




6 



4 



Table 1 

Projected Impact of the Parental Choice Tax Credit by State 



State 


Per 

Pupil 

Expenditure 3 


Public 

School 

Enrollment* 5 


Private 

School 

Enrollment 0 


Alabama 


4,849 


749,207 


72,486 


Alaska 


8,271 


132,123 


6,253 


Arizona 


4,595 


814,113 


44,991 


Arkansas 


4,708 


456,497 


26,645 


California 


5,644 


5,803,887 


609,506 


Colorado 


5,656 


687,167 


52,563 


Connecticut 


8,904 


535,164 


69,293 


Delaware 


7,420 


111,960 


24,193 


D.C. 


8,393 


77,111 


16,671 


Florida 


5,552 


2,294,077 


273,628 


Georgia 


5,647 


1,375,980 


107,065 


Hawaii 


5,858 


189,887 


33,300 


Idaho 


4,721 


244,403 


9,635 


Illinois 


6,242 


1,998,289 


298,620 


Indiana 


6,318 


986,836 


105,358 


Iowa 


5,998 


501,054 


50,138 


Kansas 


5,727 


468,687 


40,573 


Kentucky 


5,213 


669,322 


70,731 


Louisiana 


5,188 


776,813 


141,633 


Maine 


6,742 


212,579 


17,187 


Maryland 


7,034 


830,744 


129,898 


Massachusetts 


7,778 


949,006 


127,165 


Michigan 


7,050 


1,702,717 


187,740 


Minnesota 


6,388 


853,621 


90,400 


' Mississippi 


4,288 


504,792 


54,529 


Missouri 


5,565 


910,613 


119,534 


Montana 


5,724 


162,335 


8,341 


Nebraska 


5,958 


292,681 


40,943 


Nevada 


5,295 


296,621 


12,847 


New Hampshire 


6,156 


201,629 


21,143 


New Jersey 


9,643 


1,250,276 


205,126 


New Mexico 


5,005 


331,673 


19,251 


New York 


8,852 


2,861,823 


467,520 


North Carolina 


5,257 


1,236,083 


88,127 


North Dakota 


5,056 


118,572 


7,332 


Ohio 


6,198 


1,847,114 


251,543 


Oklahoma 


5,033 


623,681 


27,675 


Oregon 


6,419 


541,346 


44,290 


Pennsylvania 


7,209 


1,815,151 


343,191 


Rhode Island 


7,928 


153,321 


25,597 


South Carolina 


5,320 


659,273 


56,169 


South Dakota 


4,669 


142,443 


9,794 



0 




Private 

School 

Tuition d 


Projected 

New 

Private 

School 

Students 


Projected 

Federal 

Revenue 

Loss 

($) 


Projected 

State 

Revenue 

Savings 

($) 


2,837 


6,132 


39,309,175 


29,737,846 


4,838 


310 


3,281,586 


2,565,333 


2,688 


4,017 


24,504,084 


18,457,846 


2,754 


2,322 


14,483,400 


10,931,282 


3,302 


44,301 


326,903,583 


250,053,744 


3,309 


3,812 


28,187,696 


21,564,308 


5,209 


3,193 


36,242,863 


28,427,897 


4,341 


1,338 


12,765,333 


9,925,333 


4,910 


815 


8,742,940 


6,839,385 


3,248 


20,218 


146,923,174 


112,257,641 


3,304 


7,778 


57,421,613 


43,924,103 


3,427 


2,332 


17,816,066 


13,661,538 


2,762 


837 


5,236,160 


3,952,821 


3,651 


19,627 


159,123,624 


122,510,769 


3,696 


6,842 


56,099,833 


43,223,795 


3,509 


3,429 


26,783,635 


20,569,436 


3,350 


2,906 


21,739,693 


16,645,333 


3,050 


5,566 


38,148,696 


29,017,846 


3,035 


11,199 


76,416,144 


58,105,846 


3,944 


1,046 


9,116,434 


7,051,077 


4,115 


7,576 


68,736,985 


53,291,487 


4,550 


6,707 


66,936,018 


52,170,256 


4,124 


10,925 


99,332,674 


77,021,538 


3,737 


5,806 


48,103,070 


37,087,179 


2,509 


5,217 


29,872,991 


22,370,872 


3,256 


8,812 


64,172,935 


49,039,590 


3,349 


598 


4,469,415 


3,421,949 


3,485 


2,819 


21,881,143 


16,797,128 


3,098 


995 


6,921,203 


5,270,564 


3,601 


1,409 


11,276,005 


8,674,051 


5,641 


8,727 


106,926,436 


84,154,256 


2,928 


1,578 


10,414,558 


7,897,846 


5,178 


21,668 


244,593,936 


191,803,077 


3,075 


6,878 


47,502,450 


36,154,667 


2,957 


595 


3,963,497 


3,008,000 


3,626 


16,650 


134,096,310 


103,197,128 


2,944 


2,256 


14,965,547 


11,353,846 


3,755 


2,831 


23,560,425 


18,170,256 


4,217 


19,531 


181,361,236 


140,796,308 


4,638 


1,325 


13,460,758 


10,501,333 


3,112 


4,332 


30,250,455 


23,043,692 


2,731 


861 


5,327,280 


4,018,051 
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Table 1 — Continued 



State 


Per 

Pupil 

Expenditure 3 


Public 

School 

Enrollment^ 


Private 

School 

Enrollment 0 


Private 

School 

Tuition^ 


Projected 

New 

Private 

School 

Students 


Projected 

Federal 

Revenue 

Loss 

($) 


Projected 

State 

Revenue 

Savings 

($) 


Tennessee 


4,937 


893,044 


84,651 


2,888 


7,034 


45,842,375 


34,728,615 


Texas 


5,444 


3,891,877 


223,294 


3,185 


16,826 


120,060,132 


91,607,795 


Utah 


3,969 


482,957 


12,653 


2,322 


1,308 


6,980,497 


5,190,974 


Vermont 


7,075 


105,984 


10,823 


4,139 


628 


5,725,317 


4,440,205 


Virginia 


6,067 


1,110,815 


98,307 


3,549 


6,648 


52,477,461 


40,331,077 


Washington 


6,040 


991,235 


76,956 


3,533 


5,227 


41,091,730 


31,571,692 


West Virginia 


6,323 


301,419 


14,640 


3,699 


950 


7,794,928 


6,006,154 


Wisconsin 


7,123 


881,780 


143,577 


4,167 


8,270 


75,923,378 


58,903,385 


Wyoming 


6,218 


97,115 


2,593 


3,638 


171 


1,382,036 


1,063,795 


Total 










333,180 


2,704,648,910 


2,082,509,949 



a Current expenditure per pupil in fall enrollment in public elementary and secondary schools by state for the 1997-98 school year. National Center for 
Education Statistics, Digest of Education Statistics 2000 (Washington: Government Printing Office, January 2001), NCES-200 1-034, Table 169, 
<http://www.nces.ed.gov/pubs200 1 / digest/>. 

^Enrollment in public elementary and secondary schools, fall 1997. NCES, Table 39. 
c Private elementary and secondary schools enrollment by state, fall 1997. NCES, Table 64. 

d The most recent nationwide data available on tuition costs at private schools are for the 1993-94 school year when the average private school tuition 
was $3,1 16 and the average per pupil expenditure in fall enrollment at public elementary and secondary schools was $5,327. That year private school 
tuition was 58.5 percent of the per pupil expenditure in public schools. In this analysis, we estimate private school tuition by assuming that relation- 
ship held during the 1997-98 school year. 



and the nation's lowest per pupil expenditure 
of $3,969. Table 2 shows that demand for pri- 
vate schooling in Utah would increase by 
10.3 percent, sending 1,308 new students to 
schools of their parents' choice, at a savings 
to Utah taxpayers of $5.2 million. 

Table 3 shows the net fiscal impact of the 
parental choice credit, according to three dif- 
ferent estimates of the price elasticity of 
demand. Using the moderate assumption 
about elasticity of -.48, we find the credit 
would enable 333,180 new students to attend 
private schools and make schooling more 
affordable for the more than 5 million fami- 
lies with children currently enrolled in pri- 
vate schools, at a cost to the federal govern- 
ment of $2.7 billion and a savings to state 
governments of $2 billion. The table also 



shows the likely impact of the credit using 
-.38 and -.59 as the lower- and upper-bound 
estimates. Depending on the price elasticity 
assumption, the number of new students 
seeking private education as a result of the 
parental choice credit would be between 
263,767 and 409,534, or an increase in total 
demand for private schooling of between 5.2 
and 8.1 percent. 

Impact of the Scholarship Credit 

To determine the impact of the scholar- 
ship credit, we must estimate the percentage 
of taxpayers who would likely donate $500 to 
a scholarship organization. In order to esti- 
mate this kind of charitable giving, we look 
to a near approximation-taxpayer donations 
to education-related charities, for which tax- 
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Table 2 

Projected Impact of the Parental Choice Tax Credit by State, All Variables 
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Table 2 — Continued 
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Table 3 

Net Fiscal Impact of the Parental Choice Credit 



Variable Price Elasticity of Demand 





-.38 


-.48 


-.59 


Number of new students 


263,767 


333,180 


409,534 


Cost to federal government 


$2,669,942,679 


$2,704,684,910 


$2,742,825,765 


Savings to state governments 
Net fiscal impact on federal 


$1,648,653,709 


$2,082,509,949 


$2,559,751,812 


and state governments (cost) 


$ 1,021,288,970 


$622,138,962 


$183,073,953 



payers may take a charitable deduction. For 
instance, 20 million households contributed 
to education-related charities in 1995. 24 If the 
same taxpayers contributed to student schol- 
arship organizations, we would expect a par- 
ticipation rate of roughly 17 percent of tax- 
payers. 25 

However, participation rates could be 
higher or lower. Because taxpayers have no 
choice but to pay income taxes, the act of 
redirecting a portion of those taxes to schol- 
arships puts no additional cost on the tax- 
payer. In that sense, donations are “costless,” 
so we might expect participation rates 
greater than 17 percent. For instance, if a 
majority of individuals with an income tax 



liability exercised the credit, the participation 
rate could be 50 percent. 26 

To exercise the credit, however, taxpayers 
would have to be willing and able to make a 
donation by the end of the calendar year and 
wait to be reimbursed until tax returns were 
processed. That reduces the likelihood of par- 
ticipation. Credit use will also depend on pro- 
gram awareness, which may not be wide- 
spread. For example, just 2 percent of taxpay- 
ers in Arizona made scholarship donations 
and used the state's scholarship credit in 1999, 
the second year of operation. 27 Without much 
publicity, it is likely that participation rates at 
the national level would be similarly low, 
increasing gradually over time as the program 



Table 4 

Amount of Revenue the Scholarship Tax Credit Could Raise 



Taxpayer Participation 
Rate (%) 


Number of Taxpayers 
(millions) 


Amount Donated 
($) 


Total Revenue Generated 
($ billions) 


2 


2.6 


$500 


1.3 


5 


6.5 


$500 


3.25 


10 


13 


$500 


6.5 


17 


22.1 


$500 


11.1 


20 


26 


$500 


13 


50 


65 


$500 


32.5 



Note: The Tax Foundation estimates that there were 123.8 million taxpayers in 1998. Tax Foundation, “Summary 
of Federal Income Tax Data, 1998 & 1999,” Tax Bites , <http://www.taxfoundation.org/prtopincometable.html>. 
This table assumes that number has grown to 130 million this year, roughly the same growth rate as from 1995 to 
1998. 
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Because taxpay- 
ers have no 
choice but to pay 
income taxes, the 
act of redirecting 
a portion of 
those taxes to 
scholarships puts 
no additional 
cost on the tax- 
payer. 



9 



13 



Under this sce- 
nario, 2.9 million 
scholarships in 
the amount of 
$2,000 apiece 
would be avail- 
able for students. 



Table 5 

Fiscal Impact of the Scholarship Credit 



Impact 


Amount 


Total amount donated to scholarship 
organizations (revenue loss to the federal 


government) 


$6,500,000,000 


Amount distributed in scholarships 


$5,850,000,000 


Individual scholarship amount 


$2,000 


Number of scholarships distributed 


2,925,000 


Qualifying private school students 


1,000,000 


Scholarships remaining for new students 


1,925,000 


Average state per pupil cost 


$6,189 


State savings 


$11,913,825,000 


Net fiscal impact on federal and state 


governments (savings) 


$5,413,825,000 



gained attention. Table 4 shows how much 
revenue could be raised for scholarships given 
a wide range of participation rates. 

The following calculations are based on the 
assumption that, once the tax credit is fully 
implemented, 10 percent of all taxpayers will 
use the scholarship tax credit and make a full 
$500 donation to a scholarship organiza- 
tion. 28 We also assume that 90 percent of the 
total money donated to scholarship organiza- 
tions is distributed as scholarships and the 
remaining 10 percent used for administrative 
purposes. Furthermore, we assume that schol- 
arship organizations pool scholarship dona- 
tions so that the size of each student scholar- 
ship is $2,000. Since the average private school 
tuition is roughly $3,000 per year, the scholar- 
ship would probably not cover full tuition. To 
meet the balance, it is expected that parents 
will make contributions and that many 
schools will provide some tuition assistance. 29 
Financial responsibility fosters a greater likeli- 
hood of parental involvement and subse- 
quendy greater school responsiveness to par- 
ents. 30 Under this scenario, 2.9 million schol- 
arships in the amount of $2,000 apiece would 
be available for students. 

To calculate the savings that the states 
would realize as a result of this credit, one 
must estimate the percentage of those schol- 



arships that would go to students already 
attending private schools and the percentage 
that would be provided to students currently 
attending public schools. 

If scholarship eligibility requirements were 
similar to those used by the nation's largest 
scholarship organization, the Children's 
Scholarship Fund, scholarships could be pro- 
vided to children in families earning up to 270 
percent of the poverty line. 31 Using that crite- 
rion, the Children's Scholarship Fund esti- 
mates that more than 20 million students 
would qualify for assistance. 32 Assuming those 
eligible students were enrolled in private 
schools at the national average rate, an esti- 
mated 2 million would be enrolled in private 
school. 33 Under that scenario, approximately 2 
million scholarships would assist those stu- 
dents, and roughly 900,000 scholarships 
would remain for students who are currendy 
in public schools. On the other hand, one 
could also target scholarships to America's 
lowest-income families. In 1997, roughly 5 
percent of students enrolled in private school, 
or 250,000 students, were from low-income 
families making $12,800 or less 34 Using this 
more restrictive criterion would greatly 
increase the number of scholarships that 
could go to new students from 900,000 to 
more than 2.6 million. 



In the following calculation, using a less- 
generous criterion than the Children's 
Scholarship Fund and a more generous crite- 
rion than the bottom quintile, we use the 
moderate assumption that 1 million scholar- 
ships will assist students already in private 
school, leaving 1.9 million scholarships 
worth $2,000 each to assist new students 
entering private school. Evidence from exist- 
ing programs suggests that there would be 
demand for all of those scholarships, even 
with the likely co-pay requirements. For 
instance, the Children's Scholarship Fund 
requires families to pay a portion of tuition 
and reports that the average family con- 
tributes $1,100 toward their children's edu- 
cation from an average household income of 
$20,663. 35 This suggests that the ability of 
parents to pay depends not only on income 
but also on attitude. Table 5 shows that 
under this scenario, as 1.9 million new stu- 
dents move to private schools from public 
schools, state savings would be $11.9 billion. 

In the short term, a significant increase in 
demand for private schools would likely 
exceed available supply. An increase of 1.9 
million students seeking instruction in pri- 



Table 6 

Combined Impact on State and Local Governments of the Parental Choice and 
Scholarship Credits 



Factor 


Impact 


Current students enrolled in private school 


5,076,118 


New students assisted by parental choice credit 


333,180 


New students assisted by scholarship credit 


1,925,000 


Total number of students assisted 


7,334,298 


Revenue loss to federal government from parental choice credit 


$2,704,684,910 


Revenue loss to federal government from scholarship credit 


$6,500,000,000 


Total revenue loss to federal government 


$9,204,684,910 


State savings generated by parental choice credit 


$2,082,509,949 


State savings generated by scholarship credit 


$11,913,825,000 


Total state savings 


$13,996,334,949 


Net fiscal impact on state and federal governments (savings) 


$4,791,650,039 



vate schools would be an increase of 37 per- 
cent for the private school market. Therefore, 
these savings would not occur in the first 
year of the program; they would only occur 
after supply had increased enough to meet 
the new demand. 

Combined Impact of the Parental Choice 
and Scholarship Credits 

Table 6 shows the total fiscal impact of 
the federal universal education credit. After 
the credit had been fully implemented, the 
parental choice and scholarship credits 
would likely help more than 2 million new 
students attend a school of their choice at a 
savings to states of $14 billion and a revenue 
loss to the federal government of $9.2 billion. 

As noted earlier, however, it will take time 
for the savings to be realized. Initially, the 
universal education credit would likely be a 
net fiscal loss to the government. Families 
whose children were currently enrolled in pri- 
vate schools could use the credit immediate- 
ly, which would represent an immediate fis- 
cal loss to the federal government. Savings to 
the taxpayers would be realized only as new 
students transferred from public schools to 



As 1.9 million 
new students 
move to private 
schools from 
public schools, 
state savings 
would be $11.9 
billion. 
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The government’s 
monopoly on 
K-12 schooling 
has restricted the 
supply of alterna- 
tive schooling 
and put private 
school options 
out of the reach 
of many families. 
By funding schol- 
arships for lower- 
income families 
and enabling par- 
ents to use their 
own tax dollars to 
pay for schooling, 
tax credits would 
begin to reverse 
that trend. 



private schools, and it would likely take a few 
years for the private schools to expand to 
meet the influx of new students. As private 
schools expanded to meet the new demand, 
however, the states would begin realizing sig- 
nificant savings. 

Our analysis may even underestimate long- 
run savings. 36 Experts on public school financ- 
ing report that there are many more costs 
associated with running public schools than 
are represented in the per pupil spending fig- 
ures. 37 If the costs of public schooling are 
greater than those suggested by the per pupil 
figures, it is likely that savings to taxpayers 
could be even greater than we estimate. 

On the other hand, we may overstate 
long-run savings to taxpayers. For instance, it 
is conceivable that, as students transfer from 
public to private schools, the education 
establishment would lobby to keep the funds 
that were being spent on those students. If 
that occured, government spending on edu- 
cation would be constant, and per pupil 
spending would rise. However if “savings” 
means freeing tax dollars so they can be used 
for other purposes— for reinvesting in educa- 
tion, for instance, or cutting taxes— then sav- 
ings would certainly be realized. 

Discussion 

Tax credits are a complicated way to bring 
about a freer market for K-12 education ser- 
vices. Why should money have to be taken 
from taxpayers and filtered through the fed- 
eral government only to be returned through 
a complex tax procedure? We don't think it 
should. Ideally, state and federal taxes would 
be cut significantly so parents could more 
easily and directly assume financial responsi- 
bility for their children's education. 38 Barring 
that, however, there are few means available 
to empower parents with the ability to 
finance and direct their children's education. 
The government's monopoly on K-12 
schooling has restricted the supply of alter- 
native schooling and put private school 
options out of the reach of many families. By 



funding scholarships for lower-income fami- 
lies and enabling parents to use their own tax 
dollars to pay for schooling, tax credits 
would begin to reverse that trend. 

It must also be noted that a $500 univer- 
sal education credit against the federal 
income tax is not meant to revolutionize 
K-12 education— only state legislatures are in 
the position to do that. An estimated 95 per- 
cent of the money spent on education comes 
from state or local funds. The federal credit is 
designed to spur and supplement reform at 
the state level. Ultimately, the federal govern- 
ment should have no role in education, for 
practical as well as constitutional reasons. 39 
We believe that a tax credit, by increasing par- 
ents' ability to direct their children's educa- 
tions, would help neutralize the federal role 
in education rather than expand it. 

Conclusion 

The projected impact of the universal edu- 
cation tax credit on federal and state budgets 
will hinge on several factors, including the 
rate at which taxpayers use the credit, the 
attendant increase in demand for private 
schooling, and the subsequent increase in the 
supply of private schools. 

In this analysis, we assumed that every 
dollar spent on the tax credit resulted in a 
direct revenue loss to the federal government, 
for a total cost of $9.2 billion. At the state 
level, however, use of the tax credit results in 
revenue savings. By reducing the cost of pri- 
vate schooling, the education tax credit 
encourages some parents to transfer their 
children from public to private schools. As 
students transfer to private schools, the gov- 
ernment has fewer pupils to educate and can 
reduce education expenditures accordingly. 

Using conservative estimates, this fiscal 
analysis shows that the parental choice com- 
ponent of the credit could help more than 
330,000 new students attend schools of their 
parents' choice, in addition to making pri- 
vate schooling more affordable for the fami- 
lies of the more than 5 million students cur- 
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renrly enrolled in private school. Estimated 
savings to taxpayers at the state level would 
be $2 billion, with significant variation from 
state to state. Savings would be greatest in 
states with large urban areas, where demand 
for private schooling tends to be greater than 
the national average, and in states where the 
government's per pupil expenditures are 
greater than the national average. Savings to 
taxpayers in states such as California would 
be an estimated $250 million; savings to tax- 
payers in states such as New Mexico would be 
an estimated $8 million. We also find that 
the credit's scholarship component could 
raise enough money to give nearly 3 million 
students scholarships worth $2,000 apiece. If 
1 million of those scholarships went to low- 
income children who are currently enrolled 
in private schools, there would still be 
enough revenue to give nearly 2 million addi- 
tional children scholarships in the amount 
of $2,000 to attend better schools. Under this 
scenario, as an estimated 2 million new stu- 
dents move to private schools from public 
school, taxpayers at the state level would reap 
approximately $12 billion in savings. 

Taken all together, the parental choice 
and scholarship credits should enable rough- 
ly 2.3 million new students to attend schools 
of their parents' choice at a savings to the 
states of $14 billion. 
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